Related party transactions (RPTs) can have a dual nature. On one hand, these transactions may be considered sound business exchanges, fulfilling the economic needs of the company. On the other hand, RPTs may be considered a mechanism to exploit company resources as a consequence of existing conflicting interests. This study takes into account both aspects. Specifically, this paper investigates the relation between RPTs and companies' financial performance, and thus verifies whether there is an association between these kinds of transactions and earnings management. This study examines the existence of this relation as regards the universe of Italian listed companies for the period of 2008-2011. According to the related data analysis, the research concludes that related party transactions and companies' financial performance results are not correlated and that there is no evidence of a cause-effect relation. Therefore, related party transactions do not appear-thanks also to the existence of control mechanisms-a means used by Italian listed companies to realize earnings management, especially earnings smoothing.
Introduction
Related party transactions (RPTs) are defined as "a transfer of resources, services or obligations between a reporting entity and a related party, regardless of whether a price is charged" (IAS 24) . The definition of "related party" substantially includes controlling shareholders, directors and every other group which can exercise a degree of influence over the company (such as affiliates, joint ventures and close members of the related party's family). A related party may enter into transactions with the related company using different economic terms compared to an independent party. In other words, a related party may use these transactions to transfer resources in or out of the company thanks to its influence on the company's decisions.
RPTs can have a dual nature. On one hand, these transactions may be considered sound business exchanges, fulfilling the economic needs of the company. They represent internal dealings able to reduce transaction costs and increase efficiency through the creation of an internal market within the corporate group [1] [2] [3] [4] . The literature refers to this kind of RPT as "propping" or "efficient transaction hypothesis". On the other hand, RPTs may be considered a mechanism to exploit company resources as a consequence of existing conflictual interests.
In particular, such a transaction may be carried out in the interest of insiders, i.e. directors and controlling shareholders, in order to expropriate wealth from outside investors, i.e. non-controlling shareholders (NCSs) [1, 3, [5] [6] [7] [8] [9] . According to this view, such transactions may imply the misuse of company's resources (moral hazard) and the misrepresentation of private information (adverse selection). The literature refers to this kind of RPT as "tunnelling" or "conflict of interests transaction hypothesis". Owing to the dual effect of RPTs, this paper does not focus only on one of these potential effects (tunnelling or propping view), but it analyses all the financial effects arising from RPTs.
In particular, this paper investigates relation between RPTs and financial performance within Italian listed companies, and thus verifies whether there is an association between these kinds of transactions and earnings management 1 . In fact, RPTs might be an instrument to carry out a deliberate alteration of periodic company reporting. One of the objectives of this alteration might consist in maintaining earnings stable and substantially constant over the time, i.e. "earnings smoothing" [14] . In this case, there would be an inverse relation between financial effects of RPTs and companies' earnings, so that related party profits increase when companies' financial performance decreases, and vice versa.
This study examines the existence of this relation as regards the universe of the above mentioned Italian listed companies for the period of 2008-2011. The "Italian case" appears to be significant in this field of research, because Italy has developed, in recent years, a sort of monitoring mechanism in order to avoid inappropriate RPTs, so as to safeguard potential and existing investors.
Using the collected data, the analysis concludes that financial performance and RPT results are not correlated and that there is no evidence of a cause-effect relation. RPTs do not appear to be a means used by Italian listed companies to realize earnings management, especially earnings smoothing.
The remainder of the paper proceeds as follows: the next section contains a literature review, whilst Section 3 provides institutional background about the market analyzed. Section 4 lays out the hypothesis, Section 5 illustrates the methodology applied, and Section 6 presents the empirical findings. Finally, Section 7 concludes the paper.
Survey Literature
Regulators, standard setters, investors and other corporate stakeholders commonly regard RPTs as a potential risk of abuse that could harm a company's value and thus the efficiency and transparency of the market. They also recognise the importance of having an adequate system of control to avoid opportunistic behaviour. However, this does not exclude the fact that RPTs can be economically beneficial, especially in institutional contexts without efficient capital, labour and product markets, such as in many developing economies. These transactions might be an instrument to optimize the economic activity of each company in the context of a group trying to minimize transaction costs caused by local market inefficiencies [15, 16] . For this reason, there is no legislation that completely forbids RPTs [17] . In fact, local jurisdictions regulate these transactions in different ways but only RPTs that present a notably real risk of potential abuse are banned, such as loans to directors [18] .
In literature, numerous studies support these views. A large number of studies analyse the market reaction experienced by listed companies when they announce different types of RPTs [19] [20] [21] [22] [23] [24] . Analyzing Chinese companies, Xiao and Zhao [25] find that the stock return decreases around RPTs. This effect is particularly significant for some kinds of transactions, notably loan guarantees and direct fund transfers. In a study about Hong Kong, Cheung et al. [7] show that the companies that realize value-destroying RPTs continue to decline in value for up to 12 months following the transaction. This finding suggests that investors penalize these companies for a long time following the RPT announcement. In research about the United States of America, Kohlbeck and Mayhew [26] indicate a negative impact on stock market valuations for companies which disclose RPTs in financial reporting compared to those that do not make disclosures because presumably they have none.
Some authors investigate the means used by insiders to tunnel companies' resources. Cheung et al. [27] indicate that companies acquire assets from related parties at a higher price and also sell at a lower price in comparison to similar arms' length transactions. Therefore, RPTs appear to transfer resource away from the NCSs of listed companies [8, 9] .
Some empirical research identifies specific channels through which expropriation of resources could be realized, such as, unreliable related party sales [28] , abnormal accruals associated with certain types of transactions such as those involving fixed-rate financing from related parties [29] , extension of loan guarantees to related parties [30] , loans which have below-market interest rates [31] , private securities offerings by industrial groups [20] , excessive executive compensation [17] and generous credits provided when the company has exceeding cash [32] .
Other literature does not support the tunnelling view. In some research, RPTs are considered a mechanism to promote and preserve the company's assets (propping view). Peng et al. [33] show that markets react favourably to the announcement of transactions between com- 1 Healy and Wahlen [10] assert that "earnings management occurs when managers use judgment in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying economic performance of the company, or to influence contractual outcomes that depend on reported accounting numbers". See also: [11] [12] [13] .
pany and controlling shareholders when the company is in financial distress. Friedman et al. [34] demonstrate that it is optimal for entrepreneurs to support the company when there is a moderate adverse shock, so that it continues to stay in business. Buysschaert [35] finds that intra-group equity transactions create value for NCSs.
Other empirical studies find different effects depending on the different circumstances. Jian and Wong [32] investigate RPTs as a means to earnings management. They find that Chinese listed companies use related party sales to manage earnings in order to meet the government's return on equity (ROE) requirements during the initial public offering (IPO) process or to avoid being delisted. In addition, listed companies divert resources obtained from transactions to their major shareholders through related loans. This view is also supported by Aharony et al. [36] who show that post-IPO abnormal stock returns that are negative correlate with the extent of RPTs with the parent company [37, 38] .
Focusing on the dual effect of RPTs, it is sometimes difficult to determine if transactions are beneficial or detrimental to company performance. Some studies find no evidence of positive or negative effects stemming from RPTs. For example, Kuan et al. [39] do not find evidence of a relationship between RPTs and earnings management.
Generally speaking, the results are not always clear or consistent [27, 40] . This stems from the difficulty of using appropriate variables and measuring them accurately. Many times, variables cannot be measured so a proxy is used. This introduces uncertainty and errors in variables. It also takes into consideration that internal dealings may interact with and be influenced by legal and regulatory frameworks-such as procedures for RPTs, disclosures, independent directors, external and internal audits, board or shareholder approval, enforcement-and other factors-such as geographical and cultural differences, sector and size.
Some studies show that poor NCS protection-and hence weak corporate governance-penalizes companies' valuation [3, 22, 23, 41] and business performance [23] .
Other studies indicate that regulations on related party disclosure mitigate the negative effects of self-dealing [42, 43] and reduce the ability of insiders to remove companies' assets secretly [26] . When RPTs are monitored and have to be disclosed, insiders may avoid engaging in these problem-creating transactions, even when the company would benefit [44] . Lin et al. [24] indicate that the existence of control mechanisms may mitigate the negative effect of RPTs, which result in expropriation of the company's NCSs. Particularly, Cheung et al. [27] show that the presence of an audit committee on the company's board appears to limit expropriation [21, 45] . This evidence suggests that strong NCS protection mitigates the risks of potential abuse but also of potential benefits. This statement is consistent with the conclusion of research regarding the relationship between earnings management and NCS protection. A large number of studies demonstrate that "earnings management decreases in legal protection because, when NCS protection is strong, insiders enjoy fewer private control benefits and, consequently, incentives to mask firm performance are moderate" ( [46] , see also: [11, [47] [48] [49] ).
In the light of the specifics of each country, the OECD [18] suggests the development of a model on a single jurisdiction to avoid that single local factors add significant errors [50] . Following this suggestion, this paper investigates the relation between RPTs and companies' performance focusing only on Italian listed companies.
Institutional Background
Italy has a high concentration level of ownership and strong NCS protection, notably for RPTs [18] .
As regards the degree of corporate control of listed companies, this has remained substantially constant in spite of considerable strong evolution in NCS protection, as shown in Table 1 .
In recent years, Italy has significantly enhanced NCS protection by introducing new laws and regulations for transparency and approval. Italy has passed from weak NCS protection [48] to strong NCS protection [18] 2 . Currently, Italy has a special requirement that is applied to RPTs entered into by listed companies, and other specific rules to protect NCSs. For example, there are provisions covering: independent directors, monitoring procedures of RPTs, internal and external audits, restrictions regarding directors' ability to manage the company in the interest of dominant shareholders, and disclosures about RPTs.
In this process, the introduction of IAS/IFRS (International Accounting Standards/International Financial Reporting Standards)-and therefore IAS 24 for disclosure about RPTs-has favoured a correct disclosure to investors. In fact, Italian listed companies are obliged to apply IAS/IFRS in publishing their consolidated financial statements and also-with the exception of insurance compa- 2 This change started with the Draghi reform for listed companies (1998) followed by: the new company law (2003), the so called Parmalat law ("law of saving" 2003) and other specific rules introduced by different legislation. In this context, it's also important to note the Italian Budget Law for 2008 which introduced new rules where IAS/IFRS adopters' taxable income is more closely linked to international accounting rules. In the meantime, Consob (the Italian Securities Regulator) issued different rules regarding the ongoing issue of NCS protection and RPTs. In addition, the Italian Code of Corporate Governance (the so called Prada code)-first adopted in 1999 and later amended various times, the latest in 2011-contains provisions about this issue. . In addition to IAS 24 requirements, Consob (the Italian Securities Regulator) requires Italian listed companies to indicate, if material, the amount realized with related parties for each item directly in the accounting formats-i.e. statement of financial position, comprehensive income, changes in equity and cash flows-and report the financial effects from RPTs in a specific quantitative table included in the notes.
Furthermore, Italy is a country with strong links between taxation and financial reporting rules. The Italian legislation considers the result of the income statement set forth in the IAS/IFRS as an appropriate indicator to use, adopting some changes, for tax purposes [51] . It means that there is also a process of tax verification on certain aspects of (individual) financial statements, such as transfer prices, and hence another form of control on companies' decisions concerning RPTs.
Last but not least, the Italian government has also introduced severe criminal sanctions against illegal selfdealing. The characteristics of the Italian market indicate a potential low level of tunnelling and propping effects caused by the existence of a wide disclosure in financial statements about RPTs, as well as strong NCS protection. According to this view, Italy provides an important setting to test whether, in this situation, RPTs effectively do not influence companies' financial performance.
Hypothesis
Based upon the results of the studies mentioned in Section 3 and Italian legislation, it is possible to propose the following research hypothesis:
Companies' financial performance and RPTs are not correlated. This means that there is no evidence of a cause-effect relation between these variables.
In this case this hypothesis was proved. It was affirmed that the NCS protection safeguards, including the disclosure requirements, are effective and have a positive impact on Italian listed companies' regular transactions.
In other words, the research provides evidence that RPTs are not used by Italian companies to influence their performance and realize earnings management. In this view, the existence of an appropriate control mechanism permits monitoring and mitigating of the "artificial" effect arising from RPTs as a consequence of a tunnelling or propping activity. In general terms, it can be assumed that insiders-and mainly controlling shareholdersprefer, in line with the "efficient transaction hypothesis", sustaining working costs rather than avoiding the risk to incur potential higher costs in terms of credibility and financial loss, and legal prosecution.
In the case that the company's financial performance and the RPTs highlighted a direct relation, the RPTs profitability trend could confirm the company's trend. Specifically, if the financial effects of RPTs increase more (or decrease less) than a company's performance, it could be possible to affirm that RPTs permit companies to create adequate efficiencies and synergies, facilitating coordination among involved entities.
Lastly, in the case that the research found an indirect relation between the variables, RPTs could be addressed as an accounting policy instrument and could be undertaken to have a window dressing effect on financial statements (earning smoothing).
Methodology
This study takes into consideration the universe of listed Italian companies, which have publicly listed their equity instruments during the period 2008-2011, and which have published their consolidated financial statements in the above mentioned period. 3 Italy is one of the Member States that has made greater use of the options provided by the European Regulation 1606/02/EC, imposing or permitting the application of the IAS/IFRS (International Accounting Standards/International Financial Reporting Standards) in relation to a large number of companies. Based on Legislative Decree 38/05 publicly accountable companies-listed companies, companies issuing financial instruments widely distributed to the public, banks and other regulated financial institutions-are obliged to apply the IAS/IFRS in publishing both their consolidated and individual financial statements. Within such a broad group of companies, the only exception is insurance companies, whose obligation is restricted solely to their consolidated financial statements. The non-publicly accountable companies are instead permitted to adopt the IAS/IFRS in their consolidated and individual financial statements. This option can be exercised by: the consolidated subsidiaries of enterprises bound to apply the IAS/IFRS; companies preparing consolidated financial statements and their consolidated companies; and remaining companies with the exception of small companies. As a matter of fact, however, the option cannot be exercised by these "remaining" companies until a ministerial decree has been issued on the subject. Moreover, this option is not available to small companies since the use of IAS/IFRS is prohibited to them.
The listed Italian companies are regulated by the Borsa Italiana SpA, which is a company dedicated to the organization and management of the Italian financial markets. The Borsa Italiana SpA has been part of the London Stock Exchange Group since 2007. In line with the Borsa Italiana databank, the whole universe of companies whose instruments are listed in the Italian financial market ("Mercato Telematico Azionario") numbered at 255 as of November 30, 2012. It is important to briefly present the composition of the Italian financial market, because this analyses can lead us to a segment analysis of the relation between RPTs and financial performance. The mentioned Italian financial market can be grouped into specific segments, measured by related indices (the so-called FTSE).
The research does not address listed investment vehicles (closed-end fund vehicles and investment companies) traded in the ad hoc "Mercato Telematico degli Investment Vehicles".
The addressed data have been taken from the relevant companies' websites. It is important to mention that Consob requires listed companies to publish their financial reports on their websites, in order to achieve a high level of transparency.
There are 185 Italian listed companies that have satisfied the requirements. This means that the companies satisfying the above criteria represent approximately 72% of the examined universe.
Exclusions have been mainly determined by the following reasons:  companies that do not publish consolidated financial statements. The research has privileged the consolidated accounts, as the financial community usually takes into first consideration the group financial statements. In addition, most of the foreign issuers listed in the Italian regulated market and in another financial market (dual-listed companies), or in other financial markets (multi-listed companies), only publish their consolidated financial statements;  companies controlled by other listed companies. In this circumstance, the research takes into account only the parent company's consolidated financial statements, considering that the parent's consolidated accounts include controlled entities' data as well. If the research had addressed subsidiaries' consolidated financial statements, it would have risked counting the same operations twice and, consequently, to mislead the data analysis;  companies that have not presented costs or revenue from RPTs in the formats and notes of the consolidated financial statements. In this case, the financial effects linked to the RPTs have been considered by the companies as immaterial. The inclusion of these companies in the research would have been illogical from a statistical perspective, because the data has presented no change in the examined period;  the required financial effects linked to RPTs have been illustrated by the companies in an inconsistent manner throughout the years. In this case, the disclosure is not fully coherent or complete during the years and the required data cannot be rigorously determined. This could be due to the fact that the listing of companies occurred after 2008 or there has been a discontinuity in financial reporting during the analysed years as a consequence of business combinations or liquidation processes. As far as the variables analysis is concerned, this research intends-as already stated-to find evidence as to whether RPTs profits (or losses) are directly or inversely related to financial performance.
The correlation is measured by the index of Pearson: The variables x and y are respectively related to the profit (or loss) arising from RPTs and to the entities' financial performance, measured, in this circumstance, by the ratio of the Return on Assets (ROA).
It is important to recall that both variables are taken from the published companies' financial statements. The analysis cannot have any objections on the financial statements' data and must assume that they are reliable and faithful.
The variable x represents the profit (or loss) from RPTs (PL RPTs), meant as the balance between the total revenue from RPTs and the total costs arising from RPTs. The variable y identifies the company's performance, and it is represented by the Return on Assets (ROA). This ratio relates the company's operating profit with its total assets.
Earnings before Interests and Taxes Return on Assets
Total Assets = Earnings before Interests and Taxes (EBIT) measure the company's operating performance. Accounting literature and accepted industry practices address EBIT as one of the most important financial indicators for investors' needs [52] [53] [54] [55] .
As concerns insurance companies, banks and other regulated financial institutions, the research has used the profit (or loss) before tax from continuing operations in place of the EBIT. Financial institutions are not used to applying EBIT to measure their performance, as it would exclude the financial area from the determination of the entity's performance, the area, that is the most significant for this kind of entity. The profit (loss) before tax from continuing operations has been taken without addressing the tax effects, in order to be consistent with the above mentioned EBIT.
ROA has been addressed as an appropriate ratio identifying companies' performance, as:  it is generally accepted within the financial community as a significant ratio;  it can be calculated without expressing discretional judgment upon its determination; in this context it was preferred to other ratios and, in primis, to Return on Investments (ROI), meant as the ratio between the EBIT and the invested capital. Specifically, the invested capital could be determined by different assumptions, perspectives and methods. Due to this, the adoption of a ratio calculated without a consistent and uniform basis would have affected the collection of data. Obviously, as mentioned before, the research has not performed inquiries on the appropriateness of the data of the involved financial indicators.
The variable x naturally affects the variable y, as the financial effects related to RPTs affect the company's EBIT and, therefore, participates in the determination of the ROA's numerator. Only 40 companies out of the 185 companies examined in the research have presented revenue from RPTs higher than 2% of the total turnover for the four examined periods. Essentially, the impact of the determination on the variable y by the variable x can be addressed as immaterial.
The correlation previously exposed is specifically converted as it follows: ( ) In the above mentioned cases, there is no evidence of any significant correlation between the variables (−0.2 < r < 0.2). The existence of a direct or inverse correlation has been denied with reference to the separate analysis of the annual periods. Correlation results support the provided hypothesis. These results are consistent with the findings of some empirical analyses previously performed on local markets [24, 27, 43] .
This circumstance can be confirmed by the observation of the following Figures 1 to 3 concerning the scatter correlation diagrams related to the cited annual variations. The dispersion diagrams relate to the variations of the analysed variables x and y. In order to produce a comprehensible diagram, the figures have excluded the companies, which present an average between the variable x and the variable x inferior to (or higher than) 5. This orientation has been conducted in order to exclude from the representation the limited cases (around 10%), which are farthest and risk distorting the analysis.
The lack of correlation has been analysed, not only addressing the universe of listed companies' financial statements, but also referring the correlation to the companies included in the FTSE MIB and satisfying the predetermined and explained criteria.
The indices of the FTSE Italia All Share are adequately represented in the research, as the percentage of companies included in the group and the percentage fulfilling the provided conditions is substantially similar.
The financial community takes into due consideration the FTSE MIB index, because it includes the forty biggest capitalized companies representing-according to the Borsa Italiana calculation procedure [56] -around 80% of the Italian market capitalization.
There are 28 companies included in the FTSE MIB fulfilling the required criteria, which represent around 70% of the companies of this segment. This percentage is relatively lower than the percentage of FTSE Italia All Share satisfying the provided conditions, essentially because some companies included in the FTSE MIB belong to the same economic group and are represented in the same consolidated financial statements.
The examination of the 2009-2010 period presents a slight direct correlation. The analysis can substantially confirm, as already affirmed by part of the literature, that larger and smaller listed companies have a similar attitude towards RPTs [57] .
Lastly, the behavior of listed companies having material RPTs in the four examined periods have been investigated. In this view, the analysis has considered RPTs as "material", when the revenue arising from RPTs has been consistently superior to 2% of the company's turnover. This sub-group is composed of 40 companies. The research has found no relation in any period.
Conclusions
This paper contributes to the research of RPTs in different ways.
Firstly, the literature regarding the examined issue, the association between RPTs and earnings management, is still limited, and, in many cases, focused upon samples in local markets, such as East Asian countries (China, Indonesia, Malaysia and Taiwan) and the United States of America.
This paper carries out this analysis on Italian listed companies, and thus on a specific market within the European Union. In this way, this paper extends this kind of research to a different geographical area with diversity in jurisdiction and environmental contexts. This research contributes to covering another economy in order to enlarge the landscape of empirical studies.
Secondly, this research takes into consideration the entire financial effects arising from RPTs, presenting a quantitative analysis not affected by the typical problems of a proxy (uncertainty and errors in variables). The variables used are extrapolated from the involved official financial statements and can be addressed as free from discretional bias.
Thirdly, the study analyses the whole set of Italian listed companies satisfying the required criteria. This research addresses all cases rather than determining a sample set.
As regards the results of the conducted analysis, this research confirms that the hypothesis of tunnelling or propping effects tends to be less pronounced or absent in companies operating in a country-Italy-which has a strong local NCS protection. In particular, our results show that RPTs and companies' financial performance results are not correlated for Italian listed companies and that there is no evidence of a cause-effect relation. Therefore, RPTs do not appear a means used by Italian listed companies to perform earnings management, especially earnings smoothing.
Our study supports recommendations for strict regulations on NCS protection, notably for RPTs, in order to reduce non-transparent use of these transactions and, consequentially, a manipulation of earnings management. In addition, it has to be considered that RPTs have been under regulators' and authorities' attention, even if single cases can evidence that the mechanism cannot totally protect financial investors. In the last months a listed Italian insurance company (Sai Fondiaria) has been involved in a scandal regarding tunnelling transactions. This evidence does not contradict the result of this research. In a situation like this, Henry et al. [58] remark that the public opinion may reflect an "illusory correlation" i.e. when one perceives a casual relationship (also because of emotional impact), one tends to think that cooccurrence is more frequent than it actually may be. Frauds can be realized with or without RPTs however they relatively infrequent [59] [60] [61] [62] [63] .
Although this study provides useful insights regarding the association between RPTs and earnings management, there are some limitations to consider. This research refers to a limited period of time, which has produced a relevant financial and economic crisis in Italy. In this context, the variation of the companies' performance (variable Y) has presented, in many circumstances, progressive decreases. Most of the above mentioned studies have been carried out in periods or contexts with a minor degree of turbulence, providing the chance to mix positive and negative financial conditions. A longer period of time could be more appropriate.
Another limitation concerns the fact that the analysis takes into consideration the total effect arising from RPTs; it is not said that within these transactions "propping" or "tunnelling" transactions are present. Our finding does not exclude that, in specific cases, these kinds of transactions may be used by insiders as instruments for "propping" or "tunnelling".
